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Revising the Federal Individual Income Tax 
A Staff Report 


HE present structure of rates and taxable income brackets under the Federal income tax 
may be appropriately described as a wartime structure. The rates are very close to the peak 
rates of World War II. The first bracket rate is now 20 percent as compared with the 1944 and 


1945 first bracket rate of 23 percent. The top 
bracket rate is 91 percent as compared with 
the 1944 and 1945 top bracket rate of 94 per- 
cent. 

The bracket structure was adopted under the Rev- 
enue Act of 1942. For single persons the number and 
width of taxable income — thet is, adjusted gross in- 
come less deductions and exemptions—brackets have 
been unchanged ever since. The major change affect- 


the upper reaches of rates going up to 91 percent have 
rarely been defended on any grounds of equity. Third, 
the present structure of rates has distorting effects on 
economic activity and gives rise to internal inequities 
within the structure. Finally, revision of the rate and 
bracket structure has been consistently recognized as 
a step in promoting economic growth. 


Under the bracket system all taxpayers are sub- 


ing this structure was the 
split income provision of 1948 
which, in effect, doubled the 
width of the brackets for mar- 
ried persons using a joint re- 
turn. 


There are several impor- 
tant reasons why this income 
tax structure needs revision. 
In the first place, economic 
conditions have changed rad- 
ically since the present struc- 
ture was adopted. The rate and 
bracket structure of 1942 re- 
flected the wartime effort to 
extract the maximum amount 
of revenue, the wartime dis- 
regard of the effects of taxa- 
tion on incentives, as well as 
wartime controls on wages, 
salaries and profits. Second, 


This Issue In Brief 


“Modernizing” the present rate struc- 
ture and taxable income brackets of the 
Federal income tax is essential to any revi- 
sion of our tax system. 


There are several reasons for this, says 
this Review: economic conditions have 
changed greatly in the last 15-17 years; 
the high rates can hardly be justified on 


any grounds of equity; the structure has 
“distorting’”’ effects on economic activity. 
Revision would promote needed economic 


growth. 


An examination of the situation pre- 
liminary to a new Foundation study to be 
issued this Spring, suggests areas that need 
investigation, i.e., the rate structure, rela- 
tive width of tax brackets, a tax “credit” 
system as a substitute for present exemp- 
tions. 





ject to the same tax rate on 
the first $2,000 (or other 
given amount) of taxable in- 
come; all with more than 
$2,000 of taxable income are 
subject to the same rate on 
the next $2,000 (or other 
given slice) of their taxable 
income; and so forth. Thus 
each individual’s taxable in- 
come is broken down into 
slices or brackets to each of 
which a different “marginal” 
rate applies. 


Wholly-acceptable criteria 
are difficult to find for deter- 
mining the number and size 
of taxable income brackets. 
It is suggested in a study to 
be published by Tax Founda- 
tion that an attempt should 
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be made to make the relative width of the brackets 
more uniform. This would conform with the obser- 
vation that it is proportionate differences in incomes 
that appear to be the most significant in achieving 
a reasonably justifiable distribution of the tax burden. 
In other words, the equity of different individuals’ 
tax burdens resides mainly in the assumption that 
people with the same incomes pay the same amount 
of tax, and further that people with different incomes 
pay taxes which differ in some reasonable proportion 
to their incomes. On such grounds it might be ex- 
pected that, for the purpose of applying a progressive 
rate structure, individual incomes would be divided 
into approximately equal relative slices. That is to say, 
if brackets are differentiated as between incomes of 
$4,000 and $8,000, a roughly similar differentiation 
is to be expected as between incomes of $40,000 
and $80,000. 


An examination of the present bracket structure 
(Table 1) indicates that the structure could be made 
to conform much more closely to the criterion of 
equal relative widths. Taxable income up to $22,000 
($44,000 for joint returns) is divided into equal 
absolute steps of $2,000 ($4,000 on joint returns). 
From $50,000 to $100,000 there is another range 
of equal absolute steps in the bracket structure. Over 


Table 1 


1958 RATE AND BRACKET STRUCTURE OF THE 
FEDERAL INDIVIDUAL INCOME TAX 





12 ORIEN SS eS ae 43 
14 _SSPIRERERSS So SORE 47 
16 OR aia eae aaeer 
18 > 4 SUSE TS ea Se mee eae 53 
20 ESS Ss SER aaa toe 56 
22 RENE oA i eee 59 
26 BEANS NI ERR eee een 62 
32 cai ahead dveishicnscnencanenig 65 
38 BOS eseapecihin-sepbis cnn setae once 69 
44 ani iia ish ilps igh cbepeee aps 72 
50 ST RE BE 75 
60 ih ile adh cb invg eiistlasnashonoste 78 
70 i elidel ecciswnopncgeeoscinccs 81 
80 RES Sul ae ree 84 
90 ech n hs sins cnatelabaccais 87 
100 is distaemes swrecntebian sas aise 89 
150 ge A RR 90 
EL Se Ce 91 





a. Total tax may not exceed 87 percent of taxable income. 








$100,000 there are two steps each five times as large 
as the steps from $50,000 to $100,000. The open 
end bracket at the top is $200,000 and over. 


Role of Exemptions 


Per capita exemptions of given amounts of income 
have been used from the beginning of the Federal 
income tax to take account of differences in family 
positions. This makes it possible to maintain one set 
of statutory rates, thereby simplifying the tax law in 
comparison with the alternative of providing different 
sets of rates for different classifications of persons. 


However, recent changes in the law have moved 
some distance toward different sets of statutory rates. 
The split income provision of 1948 provided, in ef- 
fect, a different set of rates for married persons, and 
the Revenue Act of 1951 provided a separate set of 
rates for “heads of households.” 


Despite these steps toward different sets of tax 
rates for taxpayers in different family positions, it 
remains true that a uniform set of rates under the 
bracket system, combined with personal exemptions, 
is the simpler method of taking account of different 
family positions. 


Exemptions are of primary importance in determin- 
ing the degree of progressivity and the relative tax 
burdens at low and middle income levels. Even at 
their present low level of $600 per capita, exemptions 
plus the relatively wide first taxable income bracket 
result in over two-thirds of income taxpayers being 
subject only to the first bracket rate of 20 percent. 
The proportion of total exemptions to taxable income 
is the determining factor in relative tax burdens for 
these taxpayers. 


In 1956 (the latest year for which data are avail- 
able), the total amount of exemptions on taxable 
returns was $74.6 billion. The total amount of taxable 
income on all returns in 1956 was $141.4 billion. 


While the present exemption system may be the 
most convenient way to take account of differences 
in family status, it is a significant contributor to the 
height of existing marginal rates. The average tax 
rate on taxable income (found by dividing taxable 
income into total tax liability before tax credits in 
1956 was 23.4 percent). If the same amount of tax 
had been levied on taxable income plus the amount 
of exemptions, the average tax rate would have been 
15.3 percent. 


An alternative would be a system of credits against 
tax. Such a system, if substituted for exemptions, 














TAX REVIEW, FEBRUARY 1959 





could make possible a reduction in marginal rates 
above the first bracket. A tax credit of $120 for each 
present exemption, if substituted for the present $600 
exemption, would not affect the tax bill of any tax- 
payer subject only to the first bracket rate. It would, 
under present rates, mean an increased tax bill for 
taxpayers subject to rates above the first. The dif- 
ference could be used to reduce marginal rates, while 
leaving tax bills of most people substantially un- 
changed. 


Revising the Rate Structure 


A progressive income tax has long been a part of 
the Federal tax system. While there appears to be 
widespread agreement over the principle of progres- 
sion in the income tax, there is little agreement over 
the most desirable degree of progression. Moreover, 
there appear to be no general principles that would 
offer very limiting conditions for determining the rate 
structure of the income tax. 


There are, however, three important practical limi- 
tations and guides that do make it possible to narrow 
down the range of alternatives. 


The first such limitation is that the revenue re- 
quirements to a large degree determine the first bracket 
rate. The nature of the bracket system is such that 
a large proportion of taxable income is subject only 
to the first bracket rate, and that the increments in 
the rates in higher brackets account for a relatively 
small proportion of total revenue. In 1956, for ex- 
ample, a 20 percent rate applied to all taxable income 
would have yielded $28.3 billion or 86 percent of 
the total yield of the income tax. Thus the first bracket 
rate can be said to determine 86 percent of the total 
yield of the income tax, and increments in rates on 
income in higher brackets would determine the re- 
maining 14 percent of the yield. 


The second limitation is that under any tax re- 
vision the top marginal and effective rates should 
be substantially below 100 percent. Both the possible 
adverse effects on revenue and considerations of 
equity impose such a limitation. An analysis of the 
effects of the present rates in the top brackets shows 
that little more revenue is produced by such rates 
today than was produced by such rates during World 
War I.1 As to the second point, what grounds of eq- 
uity can be sincerely advanced to justify rates which 
tend to eliminate the income to which the rates apply? 


1.“Are High Surtax Rates Worthwhile?” Tax Foundation 
Project Note No. 41, 1957. 


While the over-all needs for revenue are bound to 
be reflected in the maximum rate, a tentative ceiling 
at the present time of from 70 to 80 percent has been 
frequently suggested. But whatever particular ceiling 
may be adopted, the evidence strongly supports the 
view that a revision of the income tax ought to in- 
clude a substantial reduction of the top bracket rate. 


The third limitation is that simplicity and ease 
of calculation are best served by using only whole 
numbers as rates. While fractions, and complicated 
reductions from “tentative” rates have been used, such 
devices have generally been make-shift temporary ex- 
pedients to effect quick reductions or increases in 
taxes. 


These three limitations taken together very con- 
siderably narrow the range of practical alternatives 
for the rate structure. If the revenue requirements 
are such as to require a first bracket rate of close 
to 20 percent (on the existing first bracket of zero 
to $2,000), and some 20 brackets are to be con- 
tinued in the system, and if, in addition the maximum 
rate is to be substantially reduced, then there are 
relatively few alternatives for the steps in the rate 
structure. Most of the steps would have to be 3 or 
4 percentage points. Among the alternatives, one is 
suggested below in Table 2 in which steps of 4 per- 
centage points are used for all brackets above $6,000. 


This alternative involves a reduction of rates, a 
splitting of the first bracket, a widening of the brackets 





Table 2 


AN ALTERNATIVE RATE AND BRACKET STRUCTURE 
FOR THE FEDERAL INDIVIDUAL INCOME TAX 
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above $12,000, and an extension of brackets above 
the existing maximum of $200,000. The combined 
reduction in rates and changes in brackets in this 
illustrative revision would give the lowest income 
taxpayers a tax reduction of 9 percent for single 
persons and 10 percent for married persons. The re- 
duction for high income taxpayers would reach a 
maximum of about 24 percent for taxpayers with 
incomes of $100,000 to $500,000 all of whose in- 
come is subject to ordinary rates. In comparing the 
reductions at high and low income levels, however, 
it should be noted that a substantial part of the in- 
comes of the highest income taxpayers is in forms 
not subject to the ordinary rates. Thus in 1956 capital 
gains accounted for 41 percent of the total income 
(ineluding 100 percent of capital gains) on returns 
with adjusted gross incomes of $100,000 or more. 


Such a revision would involve a considerable loss 
of revenue at current levels of reported income. How- 
ever, economic growth and extension and tightening 
of the tax law could be expected to offset at least 
part of the initial tax loss. 


“Erosion” of the Tax Base 


In recent years there has been much discussion 
of the “erosion” of the tax base through special pro- 
visions which remove various kinds of income from 
the tax base or at least reduce the impact of tax rates 
on certain types of income. 


However, despite such erosion, the total base has 
in fact risen from 10 percent of total personal income 
in 1939 to 42 percent of personal income in 1956. 
Thus the tax base has actually encroached greatly 
on personal income over the last two decades. The 
reason for the encroachment has been the large re- 
duction in personal exemptions combined with in- 
flation. Thus in 1939 the exemption fer 2 married 
couple with two children was $3,300, while in 1959 
it is $2,400—in dollars of less than half the purchas- 
ing power of those of 1939. 


The steady rise of the average level of personal 
income per capita, reinforced by inflaidion, ensures 
that the tax base will be a growing proportion of 
total personal income. In addition, there appears to 
have been some improvement over the last decade 
in the reporting of income for tax purposes. 


Nevertheless, there are substantial amounts of in- 
come that are outside the tax base for little reason 
other than the pressure of the recipients to obtain 
preferential tax treatment. A recent study of this prob- 
lem concludes: 


... the tax benefits of the preferential provisions 
are not uniformly distributed. In general, the 
major beneficiaries are recipients of transfer pay- 
ments, home owners, recipients of property in- 
comes, the aged, corporate executives, and the 
self-employed (including farmers). The group 
which suffers most is the large mass of employed 
wage earners and salaried personnel below the 
executive level who rent the living quarters in 
which they reside.” 

It is also clear from this and other studies that 
the problem of “leakages,” that is of income outside 
the tax base that might with some justification be 
made taxable, is by no means confined to the high 
income groups. In fact, some of the largest categories 
of such income accrue to the low and middle income 


groups. 


This raises the possibility of revision of rates in 
all brackets without substantial revenue loss by limit- 
ing the extent of deductions and exclusions now al- 
lowed to all taxpayers. Thus a restriction of items 
allowable as deductions could be combined with a 
reduction of the optional standard deduction to ob- 
tain leeway for rate reductions. Moreover, as indi- 
cated above, a shift to a tax credit system in place 
of present exemptions could also make possible some 
reduction of rates in brackets above the first. 


2. Joseph A. Pechman, “Erosion of the Individual Income 
Tax,” National Tax Journal, March 1957, p. 25. 








